


































































































































































































Metropolitan Waste Control Commission
Mears Park Centre, 230 East Fifth Street, St. Paul, Minnesota 55101-1633

. 612 222-8423

RESPONSE TO REGIONAL SEWER RATE STRUCTURE STUDY

The purpose of this study was to examine the social, economic and environmental eft: cts on the
metropolitan area resulting from (1) the allocation of current wastewater treatment costs to communities
within service areas for which costs are attributable, versus (2) the allocation of current costs to
communities unifonnly throughout the Metropolitan Waste Control Commission (MWCC) service area.

The MWCC believes that this report, as an economic analysis, provides valuable infonnation for policy
discussions. We acknowledge the conclusion that there are different costs for providing sewer services to
different areas, although we believe the differences are less than indicated. For example, we believe it is
not appropriate to include capital monies received through federal grants as service costs. This approach
exaggerates the cost differential between service areas. This service area cost differential was also
acknowledged in a 1985 rate structure study that recommended the MWCC adopt a unifonn rate. In
response to this study, the 1987 Legislature created the unifonn sewer rate structure currently in use.

The MWCC believes that this report focuses almost entirely on the economic efficiency of the current
system and does not adequately consider the environmental, social and historicaf implications of a change
in the rate structure. The MWCC was fonned in response to major environmental problems in the
metropolitan area. The current cost of the system are a result of a complex web of historical,
environmental, and economic factors. The economic cost to the region was just one of several factors
considered when deciding where and how to build the metropolitan sewer system.

The issue of sewer rate structure should be considered in a more holistic context. Current MWCC studies
on the effects of centralization versus decentralization, and on the cost and benefit ofremoving phosphorus
from the Metro Plant effluent, could hav~ tremendous impact on wastewater treatment in the metropolitan
area. To act on this report alone may lead to incomplete solutions,like the automatic selection of large
plants that discharge in one location and do not adequately consider the social and environmental
implications.

It should also be noted that the Commission does not believe that develrJpment patterns are affected by
MWCC sewer rates. The MWCC is a wholesale supplier of sewer services, and does not set rates for
individual communities. If the goal of the legislature is to influence development patterns, then the
legislature should examine other ways to accomplish this.

This report should be viewed as one tool in examining several larger issues. The Metropolitan Waste,
.. Control Commission will !ncorporate this report when developing long range strategic plans for the

agency. To make any decision regarding our rate structure based on this report, without waiting for more
information from the phosphorous and centralization/decentralization studies, would not serve the

:litf!~
Lou Clark, Chair
Metropolitan Waste Control Commission

Equal Opportunity/Affirmative Action Employer
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Council Comments on Regional Sewer Rate Structure Study

EXECUTIVE SUMMARY

The 1992 Minnesota Legislature directed the Metropolitan Council to contract with the University
of Minnesota to conduct a study on whether development patterns in the Metropolitan Area are
being influenced by the way sewers, highways and other infrastructure is provided and paid for. The
study is being conducted in two phases: the first phase, just completed, deals with the effects of
regional sewer rates on development. The second phase, to be completed in the first quarter of 1993,
addresses the effects of infrastructure other than sewers.

The Council has strongly supported maintaining the vitality of the fully developed area and managing
the costs of urban sprawl. It has well-established policies to do this in its Metropolitu n Development
and Investment Framework, Water Resources Policy Plan, and Transportation Policy Plan.

In the first phase of the university's study, the fundamental question addressed is the effect of sewer
rates on the fully developed area, settlement patterns across the region, and cross-subsidies.
Currently, rates to pay for metropolitan sewer service are uniform throughout the region.
To do the study, the university had to create a hypothetical rate structure, because data limitations
prevented them from using the actual rate structure. Using this, they found that people living in the
fully developed part of the region would theoretically pay $10 more a year than the average cost
charged by the Metropolitan Waste Control Commission, which runs the regional sewer system, to
provide service. Conversely, people in the developing area would theoretically pay $13 less a year
than MWCC's average cost of providing the service to them. As a result, the study recommends
charging the full cost of providing the service to all households in the region. .

The Council's Metropolitan Systems Committee reviewed the study on Dec. 12 and raised many
concerns about it. A Jan. 5 revision of study has addressed many of these concerns. The study and
comments of the Council and Metropolitan Waste Control Commission are due to the legislature Jan.
18.

There are several reasons not to change the rates as the university study suggests.

1. The difference in costs to households is so small that, even if known, it would play no role
whatsoever in a homeowner's decision to live in the developing area compared with living
in the older, fully developed area.



2. Clearly, other factors, such as neighborhood quality, crime, schools and transportation
accessibility, areCar more fundamental to decisions about where people choose to live than
a $13 annual sewer subsidy.

3. A uniform rate allows the Metropolitan Waste Control Commission and the Metropolitan
Council to make investments throughout the region based on regional goals--i.e, closing
down sewage treatment plants on Lake Minnetonka--without being limited by a concern
about the cost impact on sewer service to households in that specific service area. The
concept behind the creation of a regional sewe. system was to solve sewage pollution
problems throughout the region for the benefi: of everyone in the region. The rate
structureshould facilitate this, not hamper it.

4. Costs to administer a more complex rate structure would increase.

The study does not provide an analysis of a differentiated rate system using regional costs that would
give policymakers a basis to consider whether changes should be made to the existing MWCC rate
structure. The Council is concerned that the study does not fully address this complex issue and
further work is needed before changes in public policy are considered.

THE COUNCIL'S INTEREST IN TInS ISSUE

The Council has a long-standing policy interest in the issue of user fees and their relationship to
development patterns in the region. The Council's policies are contained in the MDIF and made
specific to the metropolitan sewer system in the Water Resources Policy Plan. The MWCC is
required by the Environmental Protection Agency to impose user fees for its costs and is expected
to develop a user fee structure that is consistent with the Council's development and investment
policies.

Policies relevant to this issue include the MDIF's policies supporting the central cities and the fully
developed area. Policy 11 states that: Maintenance of metropolitan systems serving the metro
centers will receive the Council's highest investment priority. Policy 13 states that: Reinvestment
for maintenance and replacement of metropolitan systems serving existing development in the fully
developed area will take priority over investment for expansion in the developing area. The Council
does not support unplanned Metropolitan Urban Service Area expansions (Policy 8) and promotes
development in areas where system capacity already exists (Policy 2).

In addition, the Council's Economic Evaluation Criteria address investment questions of efficiency
and equity. Efficiency is most important in determining whether the Council's policies or revenue
nising methods lead to beaer use of regional services by the public. Equity, as defined by the
Council, is a concept that measures fairness in the provision of goods and services or in payment for
goods and services. The Council measures benefits in terms of the availability, level and quality of
service received; payments are measured in the relationship between the taxes or fees charged and
the service received, or in service charges relative to ability to pay. Implicit in the Council's policy
framewor:': is a regional approach to the provision and pricing of all regional services.

The Council could use the information contained in the sewer rate study as input to its Metropolitan
Development and Investment Framework (MDIF) revision, especially its fully developed area policy.
The Council should also take it into account when laying out an action plan for dealing with the
issues raised in Trouble at the Core and in establishing its principles for a humnil investment
framework. In addition, the MWCC could further evaluate the practicability of imp:~menting the
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university's recommendations, including the effects of taking federal and state grants into account and
the administrative costs of changeover.

BACKGROUND

Legislative Directive

The legislation requires that the sewer rate structure component of the university's study together
with comments on it from the Council and the Metropolitan Waste Control Commission (MWCC)
be transmitted to the legislature by Jan. 4, 1993. Because of problems with the study discussed at the
Dec. 12 Systems Committee meeting, the deadline for transmittal was extended by the legislature to
Jan. 18, 1993 to allow the university an opportunity to revise its study to address Council and MWCC
concerns. The university submitted a revised study on January 5 that met many of the major concerns
of the Council and the MWCC. The comments provided below address remaining issues.

Summary of the Study

The University of Minnesota designated the Humphrey Institute to conduct the study under the
direction of Professor Tom Luce. The legislation requires that the study examine .the social,
economic and environmental effects on the fully developed area resulting from (1) the allocation of
current costs·to commwlities within service areas for which the costs are attributable, versus (2) the
allocation of current costs to communities uniformly throughout the Metropolitan Area (the current
practice).

The study conducted by the Humphrey Institute does not analyze the current uniform rate structure
used by the MWCC, which charges for annual operating and debt service costs. The authors of the
study were not able to trace debt service costs back to individual municipalities or policy areas.
Instead of using the MWCC's current rate structure, the study uses the asset value of treatment
plants and interceptors and allocates the "full cost" of those facilities to municipalities within the
metropolitan area. To obtain costs by policy area, the study aggregates costs [or each municipality
within a policy area. These costs are then measured against average costs to determine whether each
policy area is paying the full costs of receiving MWCC service. If some areas pay less than the full
cost, other areas must pay more. In using asset values to determine cost, the study ignores the
significant share of costs that were paid in the past with federal and state grants. In so doing, the
"full cost" rate structure would charge users for costs the MWCC did not incur and would also create
a surplus, two issues of concern to the Council.

The study is based on the economic theor} that users should pay the "full costs" of service to ensure
that the most efficient usc is made of the service (that it is not over-consumed) and that no unwanted
incentives are provided by charging more or less than cost. The study, therefore, attempts to answer
the following question: What would the effects be of a rate structure based on "full costs" that
charges each user the same fee even though the cost of providing service to that user is higher or
lower than the fee charged?

The study finds that a uniform rate structure that is based on the "full cost" or asset value would
result in households in the fully developed area paying $10 per year more than the MWCC cost for
providing them service. Taking this annual "extra" cost into account, a purchaser of housing in the
fully developed area would discount the purchase price of the home by $250 to account for the excess
sewer charges. Conversely, households in the developing area would receive a subsidy of $13 per
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year, resulting in purchasers being willing to pay $350 more for housing in the developing area. The
largest subsidy would occur in the freestanding growth centers where households received a subsidy
of $46 annually, increasing the value of homes by $1,150. The "efficiency" question is whether this
difference is large enough compared to other variables to influence housing location choice.

ANALYSIS

User fees

1. Study: User costs vary significantly across the region. The cost variations discovered by the
authors are great enough to affect settlement patterns in the region.

Response: The variation in user costs found by the authors is not great. If a uniform rate
structure based on full costs were put in place, the fully developed area would pay an average
of $10 annually per household (100,000 gallons) for a present value of -$250. The developing
area would receive an average subsidy of $14 annually per household for a present value of
+$350. Only in the freestanding growth centers would the subsidy become more significant at
$46 annually per household for a present value of $1,150. As a share of the cost of purchasing
a home it is difficult to see how these variations in sewer fees would affect a location decision.
In addition, as the authors note, home buyers would have to be aware of these fee differentials.
Since regional sewage collection and treatment charges are billed to municipalities which pass
them on to home owners as part of a local sewer bill, it is unlikely that home owners, much less
home buyers, would be aware of regional' sewer service costs and charges.

Even the authors recognize that effects on settlement patterns might occur only at the margin,
in Hastings, for example where costs are substantially higher than charges. Because the study
does not address other, possibly competing values, such as proximity to jobs, the relative
importance of differential sewer fees in the location decision is not assessed.

2. Study: Uniform fees generate subsidies flowing from the inner part of the region to outer
portions.

Response: Staff agrees that the uniform rate structure as assumed by the study would result in
cross-subsidies among policy areas. This result/) not so much from uniform fees themselves but
from thf>::onc".lies of scale provided by the metro plant and by the exclusion of federal and
state gra. ,.:<:' from the costs incorporated into the rate structure. In other words, because of its
size the metro plant is far more efficient than other plants, thus, areas served by the metro plant
have far less costs to pay.

If the study's conclusions were implemented, all municipalities in the region would seek to be
served by the metro plant. For environmental and historical reasons, the MWCC has not
centralized all sewer service. Whether residents served by plants other than metro should pay
higher rates today because of past decisions made by the Council and the MWCC is a policy
issue that involves more than the economic concept of efficiency.

The relative subsidies that are identified in the study do occur but the level of subsidy is affected
by the methodology employed in defining "full costs". If the costs of regional facilities that were
financed by federal and state grants were deducted from asset values proportionally across all
facilities, the amount of subsidy provided by municipalities in the fully developed area would
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decrease substantially as would the amount of subsidy received by the developing area. The
result would be subsidies from one area to another probably too small to justify the administra
tive costs of a rate structure such as that proposed in the study.

Deducting federal and state grants from the full costs would also eliminate the problem of
surplus created by the study's proposed rate structure.

3. Study: SAC charges (regional connection charges) may be low but the difference between actual
costs and the fee charged are not significant enough to affect the overall density of the region.
SAC cost variations across the region are also not likely to be substantial enough to translate into
significant housing cost differentials.

Response: Because of methodological problems in addressing marginal or incremental costs, the
analysis of SAC fees is very limited. It is possible that the higher costs of treatment required for
future development served by the Blue Lake plant may result in capital costs significantly greater
than the current regional connection charges. This would seem to be an area where pricing
based on full costs might be worthwhile exploring as a development management tool.

Further Work

The Council is about to undertake a revision of the Metropolitan Development and Investment
Framework (MDIF). The issues raised in the university's study are highly relevant to the issue
discussions currently underway. The MDIF work group is talking about the basic values that will
need to be balanced in the MDIF policy (environmental quality, economic growth, effective and
efficient services and healthy communities). The value of efficiency is well illustrated by this study:
those who benefit should pay the cost of services, maximizing economies of scale, higher cost services
for lower density development, life-cycle costs taken into account in investment decisions.) However,
this study also is a good example of what can happen when one value--efficiency--is considered
without balancing it with other values. One good example is environmental quality. It may be good
public policy for the region as a whole to bear some of the cost of transporting sewage away from
Lake Minnetonka rather than allowing the lake to be polluted. If the costs are placed only on the
sewer users in the area, the environment may suffer because those users may not be able to afford
the costs of correcting the problem. The region then loses the benefits of improved water quality
on a major regional recreation resource.

A major concern with the study from an MDIF perspective is its limited analysis of equity from the
standpoint of benefits received. Examples of benefits not included in the s, :dy are the use of
MWCC interceptors as local trunks by downstream communities and subsidies provided to
Minneapolis, St. Paul and South St. Paul for separation of sewers.

Also, the analysis of subsidies to the freestanding growth centers misses the role of the communities
in the Council policy structure. Each of the freestanding growth centers is a microcosm of the
metropolitan urban service area and has within it developed and developing areas. The conclusions
in the study may lead one to find that services to the freestanding growth centers are not economic
but that ignores the role of and history of the centers in the Council's policy framework for
metropolitan development.
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CONCLUSION

The university's study of the economic implications of a uniform rate structure for the regional sewer
system based on the full costs of the system has the following limitations:

1. Because of data limitations, the study was not able to analyze the existing MWCC uniform rate
struct~Jre system established in statute; the rate structure created for the purpose of the study
uses asset values and, therefore, does not account for costs paid for previously by federal and
state grants. If the costs funded by federal and state grant:> were deducted proportionally across
the system, many of the study's findings regarding incentives for location decisions, efficient use
of services and the amount of cross-subsidies by policy areas would be substantially modified.

2. The study is limited to the MWCC rate structure. Many other infrastructure costs in the form
of fees and taxes influence location decisions. To look in isolation at regional sewer fees distorts
the effect of sewer rates on the home buyer's decision. In addition, the study makes the unlikely
assumption that home buyers are aware of and take into consideration in purchasing a home the
extent to which their regional sewer charge differs from the full cost of providing the service.
The MWCC charges municipalities for sewage collection and treatment; municipalities in turn
bill homeowners for sewer services without distinguishing between regional and local charges,
making it highly unlikely that the home buyer would know and act based on regional sewer
charges.

3. The study acknowledges that economies of scale for treatment plants drive the conclusions with
respect to subsidies. In essence, users served by the metro plant subsidize users served by other,
smaller plants. Because the metro plant includes all of the fully developed area municipalities
within its service area, the study concludes that the fully developed area is subsidizing the
developing area and the fre~~standin~ growth centers. But there is nothing inherent in the
delineation of policy areas t~'at leads to one subsidizing the other, such as older areas versus
newer areas. The subsidy is solely a function of the size of the metro plant.

4. The conclusion that, under the proposed full cost rate structure, the fully developed area would
unfairly be required to subsidize sewer service for the developing area illustrates the
shortcomings of focusing on a single service. The MWCC services are regitlnal in nature and
decisions about services provided and fees charged must be made in a region,ll context. If each
regional service is costed out on a municipal basis, the concept of a metropolitan area working
together as a single region with a common interest will be seriously damaged.

RECOMMENDATION

That the Metropolitan Council adopt this report as its comments on the Regional Sewer Rate
Structure Study prepared by the Humphrey Institute.
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